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Equality, Social Organization, and Performance (ESOP)
Confronting theory with Nordic lessons

An application to establish ESOP as a new research centre at the Department of Economics,
University of Oslo

1. Key Perspectives

Imagine that representative members of the economics profession were to agree on a list of
requirements that would need to be met in order for an economy to prosper. The Nordic countries
Denmark, Finland, Norway, and Sweden would surely violate most of these requirements. The Nor-
dic countries would have too small wage differences, too high and too progressive taxes, too large
public sectors, too generous welfare states, and too strong unions. Despite of these violations, they
have for decades been doing extremely well by accepted measures of economic performance. What
most economists see as a recipe for serious economic trouble seems, in the Nordic countries, to be
consistent with high growth, low unemployment, low inequality, and a fairly efficient allocation of
resources. How come?

This is not a trivial conundrum. Has economics got it wrong? Or, is it rather a question
about timing and luck? If the Nordic success stories are just luck, the renewed interest for the
“Scandinavian model” in Europe and elsewhere is misguided. If economics has got it wrong, it is
important to know how and why, since economic policy advice in other contexts can be based on
similar mistakes.

A core idea behind ESOP is to explore the validity of standard economic theories in con-
frontation with the Nordic experiences and how the Nordic lessons may be used to bring the eco-
nomics discipline forward. Put bluntly, the Nordic experience constitutes a social laboratory of gen-
eral interest. Most standard theories in modern economics are developed to capture market based
US-style institutions and are confronted with US experience. The Nordic lessons put economic
theories to a different test which many of them may fail in the first round.

The emergence of new institutional economics, modern political economy, and behavioral
economics is important for this basic research. The wide dissimilarities in institutions, social or-
ganization and economic outcomes between countries can be used to test competing theories and to
explore completely new hypotheses. The Nordic countries offer social settings that can help estab-
lish the empirical validity of the new approaches versus the old. In addition the Nordic countries
provide a wide range of relevant data of extremely high quality.

What is termed the “Scandinavian model” is a societal model distinguished by a large wel-
fare state, encompassing unions and employers’ associations, and a system of routine consultation
among government and representatives for interest organizations. In terms of policy it is character-
ized by wage leveling through “solidaristic bargaining”, the provision of basic goods for everybody
as a right of citizenship, and a government committed to full employment (Moene and Wallerstein
1993).

Skeptics have from the beginning doubted the long-run feasibility of such a reformed capi-
talism. In 1899 Rosa Luxemburg characterized it as “a sort of a labor of Sisyphus” (1970: 43) in
which partial victories would be continually eroded by market forces. More recently, conservative
critics have made the reverse argument that market forces are steadily eroded by social reform with
bad consequences for economic performance (Lundberg 1985).

Neither view is proven correct. Social equality and worker security have persisted in the
Nordic countries and economic growth has been at par with the US. In the US rising inequality has
gone hand in hand with social cleavages and lower welfare for at least one third of the population.
In contrast most of Europe has experienced only modest rise in inequality, but a sharp rise in unem-
ployment. The Nordic countries, however, have in the same period combined social equality with
good macroeconomic performance and full employment. This experience seems to negate the
commonly presumed trade-off between inequality and unemployment.



In order to search for explanations for these and other contrasting facts we intend to com-
bine traditional approaches in labor economics and macroeconomics with new developments in
economics and social science. In addition to drawing on modern political economics, institutional
economics, and behavioral economics we will try to broaden the scope of economics by incorporat-
ing a wider range of social factors. This research will contribute to new directions in economics.

The methodology in economics is in many respects well suited to incorporate social factors.
“General equilibrium”, a dominant paradigm in economics, emphasizes the importance of feed-back
mechanisms and consistency. But the framework is usually limited to the market mechanism. The
wide interconnections between the economic, social, and political forces should be captured within
similar frameworks.

Take wage bargaining and welfare-spending. Wage coordination in the labor market nor-
mally reduces wage differences. This wage compression may again imply political support for
higher welfare spending. The generosity of the welfare state strengthens weak groups in the labor
market implying that the lowest wages go up and the wage scale is compressed even further.

A similar process started with the rising female labor participation in the 1960's. As the
woman joined her husband as wage laborer the household naturally demanded more public care for
children and the elderly. The gradual expansion of the welfare state made it easier for yet more
women to enter the workforce.

These are examples of how certain policies, institutions and behaviors fit together and
strengthen each other. In the long run, the outcomes may look as if societal arrangements come in
packages with different social and economic organization. We believe that there is no universal re-
lationship between equality and economic performance. Under some institutional arrangements,
equality and prosperity go together and reinforce each other. Under other institutional arrangements,
however, this is not the case. A more narrow economic approach, that neglects institutional com-
plementarities and social spillovers, does not capture such mechanisms and may easily misinterpret
the Nordic experience.

A second core idea behind ESOP is to investigating the viability of European welfare states
and the feasibility of an equitable society in general. In all countries — rich and poor — there are im-
portant interlinkages between equality, social organization, and economic performance. Can Nor-
dic-style welfare arrangements be introduced in all types of societies? Or, are they only feasible in
consensual, homogeneous and affluent societies with an extraordinary commitment to equality? Do
the Nordic lessons have any relevance for countries that are conflict-ridden, heterogeneous, and
poor? Such questions are of general interest in order to suggest feasible development strategies.

In short, ESOP's aims can be summarized in the following ambitions:

e to confront economic theory with the Nordic lessons: Do we need to change the basic be-
havioral and institutional assumptions or can the Nordic lessons be explained in a standard
economic approach when only the details get right?

e to understand the linkages between economic performance, distribution, and social dispari-
ties: What are the costs and benefits of more equality?

e to explore the sustainability of generous welfare states and the viability of egalitarian market
economies: What determine their performance and their economic and political feasibility?

e to understand the interaction between policies, institutions and long term development:
What set of policies and institutions may generate an egalitarian development path within a
consistent arrangement?

e to bring these research topics to the international research frontier: What are the general les-
sons for economics?

2. Why now? Why a centre? Why us?
ESOP has a theme that is important, has research ideas that are great, and will ensemble an excel-
lent team of researchers.

21  Why now?



The Scandinavian model is in fashion: It is looked at as a source of inspiration from a number of
countries. In China for instance, the government has ambitions of building a "harmonious society"
with an emphasis on redistribution, welfare, and social security. As Hu Jintao explained in a speech
at Yale on April 21, 2006, "it is a society of democracy and rule of law, fairness and justice, integ-
rity, fraternity, vitality, stability, order and harmony between man and nature.”

Closer to home the EU summit at Hampton Court in October 2005 on globalization and so-
cial models had an agenda that centered on the "Nordic model". The International Herald Tribune in
an article in September 2005 says, "European leaders want to know how Sweden and its Nordic
neighbors, so heavily laden with cradle-to-grave welfare systems, float high above the struggling
economies of much of the rest of the Continent.” Another European example of the relevance of the
Scandinavian model is the UN's Economic Commission for Europe. In its position paper for the
“Beijing +10" conference in 2005 it lists issues that are of particular importance for women.?
Several points on their list resonate well with basic ingredients of the Scandinavian model. For ex-
ample, they recommend "[...] implementation and promotion of family friendly policies and ser-
vices, in accordance with the specific needs of working parents and family life, including afford-
able, accessible and flexible quality care services for children and other dependants."

A further proof of interest is the latest of the two major agenda setting publications on de-
velopment issues from the World Bank and the UN. Both focus on the relationships between ine-
quality and economic progress. The World Development Report 2006 for example has sections such
as: "Why does equity matter for development?”, "The inequality trap for women", "Equity and legal
institutions”, and "People prefer fairness”. The report draws on contributions by core members of
ESOP — Moene, Robinson, and Miguel.

The viability of the Scandinavian model is questioned: One obvious challenge is how to up-
hold the pension system and how to provide care to an aging population. Another challenge is the
possibility of a downward pressure on labor standards and unskilled wages in an integrated world
economy. A related issue is the problem of taxing capital owners when businesses are free to move
to other countries. These and related policy issues were for example addressed in the much debated
reports from the Danish Welfare Commission recently.

The policy relevance of ESOP is evident: The above examples illustrate that such research
will be highly appreciated in a Nordic, European, and even global context. The centre will conduct
solid research on the diverse set of issues that all these policy debates raises and sometimes get
wrong.

2.2  Why acentre?
To understand the Nordic lessons a concerted effort is needed: Our research questions are inspired
by the apparent failure of standard economics to explain the performance of the Nordic countries.
This dissonance is a serious challenge to economic research. It calls for broad theoretical insight
combined with an ability to utilize the huge amount of detailed data available on the Nordic econo-
mies. Assembling scholars that can fulfill these roles requires a long-term commitment of a centre.
A centre of a sufficient size is particularly important to succeed in attracting top international schol-
ars to study the Nordic lessons. They may find it attractive to participate only if the research group
is sufficiently stimulating — hence a centre.

Some economic studies have taken up aspects of the issues that we will address. These stud-
ies are spread over a number of specific problems using a wide range of theories and methods.> A
centre can bring together top scholars within the relevant fields to work on common problems
stimulating a confrontation of the different perspectives. A centre can host a variety of methods,
approaches, and specific research questions where the explanatory power of the different theories
can be tested. A centre will spur healthy competition between leading scholars over alternative ap-
proaches, research frames and interpretations.

! www.yale.edu/opa/hu/download/transcript_Hu_20060421.pdf downloaded August 18, 2006.
2 http://www.unece.org/oes/gender/documents/Beijing+10/BeijingReport-UNED.pdf downloaded August 18, 2008.
® See for instance Barth and Zweimiiller (1992), Edin and Zetterberg (1992), and Bjérklund et al. (2004).



To explore the unique Nordic register data: Core members of the centre from the Frisch Centre, the
Institute for Social Research, Statistics Norway, and the Norwegian School of Economics and Busi-
ness Administration have established several data sets by linking information from different admin-
istrative sources. They have long experience in using these register-based panel data sets for aca-
demic research. The data contain individual-level information for the whole population, including
unemployment and earnings records, welfare transfers, and detailed demographic information, in-
cluding family relationships. Matched employee and employer data offer new possibilities for iden-
tifying causal effects in non-experimental situations. This enables us to test behavioral hypotheses
in better ways than before (see Roed and Raaum, 2003).* The data are essential for assessing the
Scandinavian model but can equally well be used to test economic theories more generally. Core
members of the centre have a long record of collaboration with international scholars in the joint
utilization of register data. Barth and Salvanes are presently members of a project team commis-
sioned by the EU in order to facilitate a comparative analysis of European labor markets.’

2.3  Why us?

ESOP constitutes a leading research group: ESOP is based at the Department of Economics at Uni-
versity of Oslo. The Department is top ranked in terms of economic research. It is the leading eco-
nomics research institution in Norway, and among the top four within the Nordic countries.® Obvi-
ously, it is also essential that we are from a Nordic country — though with a prominent presence of
international scholars with quite different experiences and references.

The core participants in the centre are leaders in their respective fields with a number of
publications in top ranked journals. Moreover, the quality of their research is recognized. Hoel, for
example, has won the research prize at the University of Oslo and recently Storesletten won an Out-
standing Younger Investigator grant from the Research Council of Norway (YFF).

ESOP’s participants have the unique mix of complementary strengths: Labor economics is a
cornerstone of ESOP, and the Department and its participants have strong traditions in labor market
issues, institutions, bargaining, labor supply, and macro implications. Several of the participants
have solid experience utilizing the comprehensive panel data sets for basic research questions. Po-
litical economics, another cornerstone of the centre, is also a core area at the Department. Develop-
ment economics is centrally placed in ESOP; and the centre will also draw on public economics,
another strong area of the Department and the other participants. ESOP also incorporates new de-
velopments in behavioral and experimental economics and game theory.

ESOP's research encompasses major research interests at the Department. It complements
several of our research projects, for instance the YFF-financed Inequality and the Welfare State.
ESOP will ensemble a group of leading Norwegian researchers. Their efforts will be combined with
those of ESOP’s external partners.

The participants are well-connected with the international research frontier: The participants have
active coauthors at a range of leading international institutions. An abridged list includes Yale,
Berkeley, Princeton, NYU, Stockholm U, U of Zurich, LSE, Georgetown U, U of Pennsylvania,

* ESOP will also extend the work by the late Michael Wallerstein on indexes of bargaining institutions.

> A centre can attract international scholars and bring the register-based data to even more prominent position in the
international research community, similar to that of the micro data of the CPS, PSID, and NLSY in the US. Confidenti-
ality and issues of disclosure will limit the possibility of making all the data generally available without cooperation
with Nordic scholars at the centre.

® See the comprehensive ranking of European economics departments and research institutions in the 2003 special issue
of the Journal of the European Economic Association.

19 Some of our own contributions include Asheim et al. (2005), Blomquist and Christiansen (1999), Hassler et al. (2003,
2005), Moene and Wallerstein (2001, 2003), and Lind (2003, 2004).



Chicago U, and Harvard (see the CVs for details). Moreover, ESOP’s core participants are actively
involved in international research networks such as CEPR (Moen, Ulltveit-Moe, Storesletten, and
Zilibotti), McArthur Foundation (Moene), and CESifo (Asheim, Christiansen, Hoel, and Holden).

ESOP’s external partners are world class scholars. To mention some:

Raquel Fernandez is professor in economics at New York University and must be the lead-
ing woman in economics in the world today. Her contribution to the centre will especially take up
the role of culture for social mobility, focusing on the interaction between household decisions and
female education and labor supply. Her contributions will in addition build on her long lasting theo-
retical and empirical research on development.

Jim Robinson is a professor in political science at Harvard and Daron Acemoglu is a profes-
sor in economics at MIT. Together they have done path-breaking research on the role of institutions
for the long run development of rich and poor countries. Through ESOP they will extend their
analysis to cover Northern Europe.

George Loewenstein is Herbert A. Simon professor of economics and psychology at Carne-
gie Mellon. He is one of the pioneers in combining psychological research and economics. The per-
spectives that he brings to ESOP emphasize the role of fairness, reciprocity motives, intrinsic re-
wards, and morale also in pure market related interactions.

Samuel Bowles is the director of the behavioral sciences at Santa Fe Institute and an eco-
nomics professor at University of Sienna. His seminal research on the role of power, institutions,
and conventions in markets has proven extremely influential. At ESOP he will extend this perspec-
tive to the study of redistribution and the welfare state.

Ellen McGrattan is a Monetary Advisor at the Federal Reserve Bank of Minneapolis and a
member of the American Economic Association Executive Committee. Her research concentrates
on macroeconomics. She is a prominent scholar in business cycles research and has explored
mechanisms that can account for the rise in labor supply of married women, a line of research that
she will emphasize through ESOP.

Trond Petersen is a professor in Sociology at UC Berkeley. He is recognized as the leading
scholar in economic sociology, with at specialty in gender issues, pay inequality, and work organi-
zation. Through ESOP he will contribute to the efforts of incorporating social factors into econom-
ics and to the understanding of gender discrimination.

3. Approaches and research ideas

The core ideas behind ESOP are i) to explore how the Nordic lessons may be used to bring the eco-
nomic discipline forward, and ii) to investigate the viability of European welfare states and the fea-
sibility of an equitable society in general. Starting with these ideas, an overarching theme is the in-
teractions between inequality and performance. Our hypothesis is that the relationship between the
two depends on the institutional arrangements. Certain policies, institutional arrangements, and be-
haviors fit together and may together generate good economic performance combined with equity.
To investigate this, our research idea is to combine traditional approaches in labor economics and
macroeconomics with new developments in economics, inspired by political science, social psy-
chology, and economic sociology. In particular, we will draw on modern political economics, insti-
tutional economics, and behavioral economics in combination with state of the art quantitative and
econometric methods.

Political economics focuses on the mutual interaction between politics and economic per-
formance. Over the past fifteen years it has grown into a major field of economics (for excellent re-
views see Persson and Tabellini (2000) and the survey of recent empirical applications by Merlo
(2006)). The field has expanded to cover a wide range of topics — from macroeconomic adjustments
to the theory of welfare states and social insurance.?

New institutional economics focuses on how organizations work and on the impact of social
arrangements on economic performance. It ranges from microeconomic studies of organizational
behavior (Williamson 1985) to studies of long-term developments of countries and regions (Enger-



man and Sokoloff 1997, Acemoglu, Johnson, and Robinson 2001, Mukand and Rodrik 2005). Insti-
tutional economics is particularly relevant to understand the welfare state arrangements and the col-
lective bargaining systems that are so dominant in European countries and in the Nordic countries
in particular.™

Behavioral economics broadens the range of behavioral assumptions used in economic the-
ory, drawing in particular on social psychology. Behavioral economics incorporates several issues
of importance to ESOP’s research, such as analysis of social norms, reciprocal behavior, other-
regarding preferences, intrinsic work motivation, as well as shortsighted planning (for example fail-
ure to buy health insurance). Behavioral economics can be regarded as an extension of, rather than
as an alternative to, neoclassical economics. Early contributions include Kahneman and Tversky
(1979, 1991). Good surveys of behavioral economics are provided by the leading scholars of the
approach, such as Rabin (1998) and Camerer, Loewenstein, and Rabin (2003).*2

Since motives, norms, and preferences often depend on the context, it is import to combine
behavioral economics with institutional economics. Since implementation of policies often depend
on which power groups and coalitions that are formed, it is important to combine political econom-
ics with behavioral economics. Finally, since the political feasibility set depends on the institutional
arrangement, it is important to combine political economics with institutional economics.

Based on this rather eclectic approach we will derive testable implications in order to assess
the validity of the theoretical results. Using our unique data sets we will strive to identify the exact
causal relationships and to evaluate their economic significance.

3.1 Inequality: facts, forces, and consequences

To disentangle the role of inequality, we must derive what economic theory predicts for these socie-
ties, beyond the simple textbook answers. We can then confront the theoretical hypotheses with the
observed patterns and draw valid conclusions.

To get the facts right: Most developed countries differ little in the distribution of income between
labor and capital. However, they differ a lot in how labor incomes are distributed between types of
workers and between the sexes; in how capital incomes are distributed over citizens; and in how
disposable incomes are distributed over households. The Nordic countries are recognized for having
the most compressed wage distributions in the world, while the distribution of capital incomes over
households is more unequal. Male and female workers tend to receive equal pay for equal work but
the gender wage gap remains high due to gender specific occupation patterns.

To be sure to get these facts right, we will scrutinize and compare data from different
sources such as the OECD wage dispersion data, the Luxembourg Income Study, as well as the
European Social Survey. In addition we will extract wage data from the available register data. The
rich structure of the register data allows us to decompose inequalities along several dimensions:
within and between skill-groups and occupations; within and between firms, industries and sectors;
across gender and between households. Moreover, the data contains unique information on educa-
tion and seniority.

There are many mechanisms to explore. For the distribution over individual workers; what
role do the firm characteristics play? How are workers sorted across jobs and what are the underly-
ing complementarities between types of workers and types of firms? For the distribution between
profits and wages; does a more compressed wage structure tend to increase profit shares? And, for
the distribution of household incomes; who marries whom? Would the inequality between house-
holds necessarily decline if the gender wage gap were closed?

1 Some of our own contributions include Mehlum, Moene and Torvik (2006), Moene, Wallerstein and Hoel (1993),
Moene and Wallerstein (1995), Nymoen and Rgdseth (2003), Barth and Zweimdller (1995), Nyborg and Telle (2004).
12 Some of our own contributions include Brekke et al. (2003), Nyborg and Rege (2003), Moene (1999), Loewenstein
and Moene (2006), and Holden (2004).



Inequality is also affected by the distribution of skills in the labor force. How do institutions
and policies shape the distribution of labor market skills?*® Skills attained prior to labor market en-
try is important. As demonstrated by Raaum, Salvanes, and Sgrensen (2006), intergenerational eco-
nomic mobility is greater in Scandinavia compared to other OECD countries.

What drives inequality? Many economists claim that the rising inequality in the US and the UK is
driven by technological change and, to a smaller extent, by globalization (see Acemoglu 2002,
Autor, Katz and Kearney 2005 for surveys). The Nordic economies have been at least as open to
new technologies and trade as the US and the UK and they should therefore have been subject to the
same pressures. But wage inequality has remained virtually constant. What can these facts teach us
about the mechanisms driving wage inequality?

A simple explanation could be that the education boom in the Nordic countries have has re-
duced the skill-premiums. This is in line with neoclassical analysis of Krusell et al. (2000). A richer
story could include the differences in labor market institutions. While the Nordic labor unions re-
tained their support for wage compression, the labor unions in the US and the UK essentially disin-
tegrated. Exploring the consequences of this, we intend to combine theories of labor unions (see
Moene et al. (1993), for an overview) with standard macro analysis, building on Acemoglu,
Aghion, and Violante (2001).

For ESOP's questions the interaction between wage equality and education is central. The
living conditions through childhood are important for educational choices. Compressed pay scales
in one generation may equalize living conditions and thereby create smaller differences in human
capital accumulation of their children, implying a more equal distribution of both skills and pay in
the next generation. We will investigate — empirically and theoretically — such potential long-run
effects of wage compression. In the same vein, we will explore the role of educational policies for
lowering skill differences, and how such policies interact with wage compression.

Perhaps the rising US wage inequality is not driven by changes in technology, globalization,
and labor unions at all, but by other factors such as changing norms for what pay differentials that
are acceptable at the workplace. In particular, we would like to understand what sustains the wage
compression. More precisely, what social mechanisms prevent a growing fraction of the workforce
from collecting their full private returns to education and skills?

Gender wage gaps, labor supply, and career patterns: Across OECD countries the male-female gap
in wages and hours worked has shown a sharp decline over the past three decades (Petersen et al.
1997). In most of Europe, men work less and women work more, while total labor supply is in de-
cline. Is this decline a consequence of lower pay inequality and more gender equality? In order to
study this one has to consider labor supply in part as an individual decision and in part as a decision
by the household. We will utilize panel data and compare the US, France, Sweden, and Norway.**

Another possible explanation of gender differences focuses on self-fulfilling beliefs as a
source of discrimination: If firms believe that women are less committed to market work than men,
they may find it optimal to offer less lucrative career patterns to women. If households believe that
women have inferior career opportunities than males, the couple may agree to let women be less
committed to market work. Together such beliefs of households and firms may become self fulfill-
ing prophecies that generate higher gender wage gaps (Albanesi and Olivetti 2005). We would like
to explore to what extent such tendencies disappear when the wage premiums from promotions and
higher skills generally become low — as in the Nordic countries.

Gender wage gaps also affect household incomes. When the rich marry the rich, inequality
among individuals can be magnified. If children from richer households take more education than
children from poorer households, the social sorting can become rather persistent (Fernandez et al.

3 For a discussion for the Scandinavian case see Edin and Zetterberg (1992), and Blau and Kahn (2005).
“We plan to combine the above analysis with insights from Greenwood et al. (2003) to explore the evolution of cross-
sectional inequality in child-bearing.



2005). It is important to explore whether these mechanisms become weaker in societies with low
initial inequalities in pay and wealth.

We are also interested in the consequences of the shrinking gender wage gaps. For example,
does higher relative wage for women imply a better “deal” within the household? Most economic
frameworks used for studying allocations within households says “no”. Data, however, show that
the amount of leisure has increased more for women than for men, both in the US and Norway.
These observations will guide us in building theories for how power and resources are allocated
within households.

Equality as a byproduct of efficiency? It has been argued that the implicit worker-employer coali-
tions in Scandinavia have caused both wage compression and improved performance over the last
50 years. One hypothesis is that the main concern of the two parties was not equality, but rather
macroeconomic efficiency by increasing structural change through investments in good modern
jobs. "Equal pay for equal work™ achieved exactly that (Rehn 1952). This was the first step towards
solidaristic wage bargaining, institutionalized in the 1950s.

Another hypothesis is that the main beneficiaries from solidaristic bargaining are found in
the tails of the income distribution with winners among low paid workers and the capitalist employ-
ers, and losers among high skilled middle-class workers. If this is true, a compressed earnings dis-
tribution will have the support of a coalition between numerous workers and influential capital
owners. Such concurrent interests, denoted ends against the middle alliances, may explain the vi-
ability of the Scandinavian model (Moene and Wallerstein 1997).

Implicit in these arguments is the following claim: The efficient and innovative enterprises
gain from wage setting with small wage differentials. Wage compression may stimulate innovation
as firms with advanced new technologies do not have to pay excessive wage premiums. As a result,
inefficient firms close down as new and more productive firms enter — contributing to the process of
structural change that Schumpeter (1934) denoted “the process of creative destruction”. Our com-
bined register data on employees and firms can deliver sharp empirical tests of these hypotheses.

We also want to investigate whether these mechanisms can help explain why unemployment
has remained low in the Nordic countries. A compressed wage structure may stimulate investments
to an extent so that the low skilled workers seldom remain unemployed for long. Unemployment
can therefore go down as inequality is reduced.

Many unresolved research questions remains: What are the social and economic forces that
prevent groups of employers or employees to deviate from wage coordination? What kind of mutual
trust and mutual threats can explain the equity and stability of bargaining societies in Northern
Europe? And, what are the relevance of the above process of creative destruction for developing
countries with large informal sectors and huge surplus labor?

3.2 The economics of the welfare state

Welfare states provide valuable safety nets, insurance, and redistribution, but these policies also af-
fect people’s incentive to work, save, and invest. The political support for the welfare state depends,
among other things, on the distribution of income. Gender also plays an important role as women
are strong supporters of the welfare state. Finally, a viable welfare state needs to be financed. The
willingness to pay taxes may in turn depend on what the welfare state provides and whom it pro-
vides for. These mutual interdependencies must be accounted for in order to understand the work-
ings of the Nordic welfare states.

Redistribution versus insurance: How should we explain that the welfare state is most generous in
countries that already have small income differences? This is an important question to explore in
order to understand the viability of the Scandinavian model and its feasibility in poor countries.



In all countries the majority of citizens would become poorer if inequality went up for a
constant total income. If the support for welfare spending were dominated by redistributive motives,
a more unequal society would raise the support for welfare spending. If the social insurance motive
dominates, however, a more unequal society would lower the demand for social insurance and
therefore lead to less support for welfare spending. We can explore these issues within stylized po-
litical economics models. Moene and Wallerstein (2001, 2003) demonstrate that the insurance mo-
tive prevails even when voters can choose mixes of insurance and redistribution. A more com-
pressed income distribution can therefore sustain a larger welfare state. This result is contrary to
what most economic theories predict, but in accordance with what we find in cross-country data.

We will continue this work in order to derive more general results. We will also explore the
feedbacks between wage compression and welfare spending by incorporating social mechanisms
where welfare state policies strengthen weak groups in the labor market. Preliminary results by
Barth and Moene (2005) indicate that these feedback mechanisms can constitute a sizable 'equality
multiplier'. This is an important example of how certain policies and institutions may reinforce each
other.

Work motives and social insurance: The impact of social insurance on work effort depends on the
motivations of the workers. Most economists portray a worker as an individual who trades off lei-
sure for income. Behavioral economics incorporates other work motives, such as self-esteem, 'to
contribute to society’, ‘to achieve a feeling of having earned one’s income’. Such motives may be
strongly shaped by local cultures and the actions by others. To understand the logic of the cradle-to-
grave welfare state of the Nordic countries, we must focus on both pecuniary and non-pecuniary
incentives. The challenge is to identify which factors are economically significant under which cir-
cumstances.

We will use different theories of motivation to predict reactions to welfare state arrange-
ments. These predictions will be confronted both with observed behavior in the Nordic countries
and with data from controlled experiments.

There are many puzzles. Sick leave and disability pensioning, for instance, have been stead-
ily increasing since 1985. A simplistic explanation might be that this is due to the generosity of the
social insurance. However, the generosity of the sickness and disability insurance did not expand
much after 1980. Moreover, in Norway and Sweden unemployment rates have been low compared
to most countries, despite the generous unemployment benefits.

At the individual level there may be an aversion against receiving disability pension and un-
employment benefits. This repugnance could be lower the larger the fraction of people who benefit
from the programs (Lindbeck, Nyberg and Weibull, 1999). Local norms like these may help explain
the large regional differences in the use of disability insurance in Sweden (Lindbeck, Palme and
Persson, 2004). We will explore possible reasons for the rise in sick leave and disability using mac-
roeconomic quantitative models that are calibrated to fit the labor market data in the Nordic coun-
tries. Finally, unemployment experiences are key determinants for low happiness and low life satis-
faction.*® We will explore how the unemployment history affects the individual's support for unem-
ployment compensation and labor market policies.

Manned by women: In all countries women are the strongest proponents of social insurance. In the
Nordic countries, the welfare state is in addition the most important work place for women, both as
an employer of female workers and as a facilitator of female labor supply for market work. As
Hilde Bojer has stated, Scandinavian women do the same type of work as they always have done —
but now for a regular pay for part of the work (see also Rosen 1996). These observations raise im-
portant research questions: What does female work participation and occupational choices imply for
the support of welfare spending? What are the feedback mechanisms between generous welfare ar-
rangements and resource allocation within the household? The family is an important transmitter of

18 See Oswald (1997), Brekke et al. (2003), Brekke and Nyborg (2004).



culture, beliefs and norms. We will investigate how children's educational choices are affected by
the work history of their parents and what role the welfare state plays. How do the availability and
the price of child care affect labor supply, gender differences and children’s education? The register
data would again be an important source for empirical assessments, in particular when coupled with
survey information by Statistics Norway.

Financing the welfare state: The financing of a welfare state depends on the willingness to pay
taxes. For example, while the fraction of unreported work in most European countries varies be-
tween 20 and 30 per cent, the incidence of tax evasion in Scandinavia is closer to 10 per cent. It is
puzzling that the incidence of tax evasion in Scandinavia is low in spite of the high marginal tax
rates. Actual tax evasion, however, is limited by a lack of opportunities for tax evasion, rather than
by the willingness to evade taxes (Barth and Ognedal 2005). We will explore further the relation-
ship between the tax base, the size of the unregulated part of the economy and the way economic
activities are organized. We will use cross national data on economic crime, collected as part of the
European Social Survey. On average female workers evade less of their taxes than men. This can be
because women are more law-abiding than men, or because women work in sectors where tax eva-
sion is more difficult. We will explore this by comparing tax evasion in different branches of indus-
tries.

3.3 Culture and organization

There is a strong interdependence between how the economy is organized, how the workplace is
organized, and what culture of trust and cooperation that prevails in society. Egalitarian societies
usually have less hierarchical firms. This work organization in return reinforces the mechanisms
that sustain egalitarian features. Small social differences in the society and at the workplace may
also produce less social conflict, more cohesion, and hence more smoothly functioning societies
with more cooperation.

Work organization: To capture overall effects, one has to look for equilibrium constellations and
dynamic effects. In the Nordic countries, unions and employers established coordinated central
wage setting. Many manufacturing firms circumvented the central wage setting by moving towards
an extensive use of piece rates (“akkord"). In addition the government implemented active labor
market policies to assist an economy where firms could not fully utilize wage differentials in their
recruitment policy.*” We can learn a lot about the cost and benefits of wage compression by study-
ing the rise and fall of theses policies.

Do vanishing piece rates combined with small wage differences imply weak work incen-
tives? Local bargaining rights (wage drift) may constitute an implicit collective bonus for hard work
and technological improvements.* In Scandinavia explicit rewards were also to some extent re-
placed by reciprocal trust and collaborative work relations where union locals are expected to par-
ticipate in raising the local productivity.

Work place relations in Nordic countries are also special in other ways. The catch phrase of
‘flexicurity’ is used to describe how welfare state arrangements improve flexibility in reallocating
workers between jobs and sectors. Work relations in Sweden and Norway are considered to be more
participatory, less bossy, and less hierarchical than elsewhere.

Our research will address how different remuneration schemes and organizational designs
work — separately and together. Are participatory organizations associated with slack performance
or are they associated with high productivity through internal job flexibility and smoother informa-

20 Active labor market policies include training programs and subsidies of allocation of labor between sectors and firms.
The policies were initiated in Sweden and then imitated by other Nordic countries.

21 Most explicit bonus arrangements today are group-based, even though there is a development in the direction of more
individualized pay also in the Nordic countries
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tion flows? Linking wages to individual output is only one way of motivating workers. One alterna-
tive may be to motivate workers by deferred compensation. Moen and Rosen (2005) ask what is
best of incentive contracts that induce opportunistic behavior and deferred compensation that
distorts worker turnover.

It is also important to understand how the work place organization depends on worker moti-
vations and behaviors. The work place is an ideal arena for contrasting different theoretical ap-
proaches: New institutional economics emphasizes the role of transaction costs — the use of piece
rates may have declined to save on transaction costs with the introduction of new complex tech-
nologies. Behavioral economics emphasizes the role of intrinsic rewards and social rank — a partici-
patory organization may perform well due to such non-pecuniary rewards; and competition over
local status may compress the pay structure. Such mechanisms can be tested against the predictions
of the traditional hierarchical principal agent theories. The linking of register data with employer
surveys can provide new evidence on how reward schemes and organizational design work.?

Cooperation, trust, and responsibility: No society can function with unconstrained opportunistic
individuals. Cooperative behavior is important for performance in the work place and in the market
place. It is evident that the strength of cooperative behavior varies between different work places
and societies. The possible interdependence between material incentives and social preferences
should be explored further: Is it the case that too much and too little of a good thing - material re-
wards - can both be harmful for social preferences? First, the lack of material economic incentives
can lead to lukewarm cooperation. Second, too much material rewards invite opportunistic behavior
that undermines social preferences.

Behavioral economics research shows that reciprocity is an important motivation factor. But
does reciprocity prevail in egalitarian societies - does equality make it more or less tempting to fol-
low one's own material interest? One working hypotheses is that markets perform better the more
equally initial incomes are distributed. Good performance in the long run therefore requires that
markets are not allowed to create too much inequality.

An important challenge to any social and economic system is the possible erosion of popular
support. Policies and arrangements that do not include considerations of personal responsibility are
often seen as unfair and are not broadly supported (Bowles and Gintis 2000). Moreover, there are
interesting international differences in what people believe individuals should be held responsible
for, and these differences might explain international differences in redistributive policies (Alesina
and Angeletos 2005). We wish to learn how social organization affects widely held ideals and will
explore this by means of laboratory experiments (Cappelen et al. 2005). What kind of fairness ide-
als are actually held by people in Scandinavia?

A related set of topics concern trust building. On example concerns labor disputes. Between
WW1 and WW?2 Scandinavia had the highest incidence of strikes and lockouts in the world. After
WW?2 the two countries moved to the lowest levels of such work stoppages. How was trust estab-
lished? What institutions of conflict management were established? And, what was the key to their
success?

3.4 Can egalitarian societies survive in an integrated world economy?

Questions about the viability of egalitarian societies are relevant for all countries, rich or
poor, egalitarian or inegalitarian.

The Scandinavian model as a development strategy: ESOP will study the feasibility of implement-
ing welfare state arrangements in poor countries. Can there be a welfare state for the poor? No
doubt, welfare state arrangements are most needed in extremely poor countries where they could
play an essential role for economic growth, social fairness and gender equality. In the words of the

%2 See Aarbu and Torsvik (2006) for an interesting case study and Barth et al. (2006) for explorations on register data.
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British Secretary for development Hilary Ben (2006):% " Social security — through food or cash -

can stop a farmer selling precious assets — her livestock, farm tools — when she suffers a crisis, such
as a drought or someone in her family becoming ill. It can help her and those many millions who go
hungry even in the good years, when there is no drought. Social security can encourage her to take
risks with higher yielding crops. It can encourage poor families to keep their children in school — as
shown by very successful schemes in Brazil, Mexico and South Africa. All of them contribute to
growth, but also to a fairer and more equitable society."

How welfare state arrangements can enhance both productivity and fairness is central to
ESOP’s research. In most developing countries the alternative is informal mutual help systems
based on kinship. We will explore the incentives and opportunities that such informal arrangements
represent. For example, to what extent do they discourage entrepreneurial initiatives? What are the
consequences for savings, education and social mobility? Would the rich within such a system lose
or gain from a moving towards a formal social insurance? And, what are the costs and benefits in
general of moving in that direction?

Today social reformers in China, South Africa, and South America claim that they are par-
ticularly interested in the Nordic route to prosperity and equality. To discuss what other countries
can learn, we need to distinguish between the economic feasibility and political feasibility of the
model. In particular we need to understand what elements of the model that rely on policy interven-
tion, what elements that rely on behavior and norms, and how a transformation may be started and
sustained. We will investigate how social experiments, similar to the Nordic ones, have worked and
sometimes failed in developing countries. A systematic exploration of these issues can teach us
more about the role of alternative development models in the third world and about the role of his-
torical preconditions, cultural factors and persistent institutions. Perhaps, as Moene and Wallerstein
(2006) suggest, the Scandinavian model should be viewed as a development strategy rather than as
an end state.”*

The viability of the Scandinavian model: One of the main questions in ESOP is whether the Scandi-
navian model is viable in an integrated world economy. There is a number of diverging forces at
play. The viability of the Scandinavian model depends on social cohesion, both among unions and
among employers, and on a willingness to negotiate mutually beneficial agreements in the coordi-
nated wage setting. On top of that there has to be consensus about a generous welfare state. The sys-
tem may start to dissolve if one of these social pillars are weakened and if the weakening is not met
by compensating forces and adjustments.

In order to understand the overall robustness of the Scandinavian model we have to consider
all the major forces simultaneously within a consistent framework. Many commentators have em-
phasized how globalization weakens some of the social pillars without discussing potential
strengthening of others. ESOP will strive to account for both possibilities. For example, harder
competition from the world economy exposes the workers to new risks. In parts of the manufactur-
ing industries there will be a constant threat of closing down. As a result, the need and demand for
social insurance and labor standards increase. At the same time, an inflow of workers from poorer
countries may put a downward pressure on labor standards and may dampen the support for univer-
sal generous welfare benefits.

The list of important research questions covers a range of issues. For example: How is the
process of creative destruction affected by a freer capital mobility? -- Will only the less efficient
firms move and thereby free resources for the innovative ones? How do economic integration and
trade dependence affect industrial relations? — Will the employers lose their ability to credibly call a
lock-out? How does globalization affect the union structure and the allocation of union members
on traded and non-traded sectors? — Will the “metal workers” totally lose their influence? How are
the social coalitions affected by globalization? — Will the solidarity among capitalists end? How are
the political processes affected? — Will low-skilled workers strengthen their alliances across borders

2 http://www.dfid.gov.uk/news/files/Speeches/wp2006-speeches/services160206.asp
2 ESOP has one member from South Africa and one member from South America.
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or rather associate even closer with their nation? It is the totality of questions like these that needs to
be explored in order to assess the viability Scandinavian model.

4. Organization and participants

ESOP will be headed by Professor Kalle Moene while professor Halvor Mehlum will act as deputy.
Moene has been professor at the Department since 1987 and his main research has been within the
centre's core themes. He has supervised a large number of PhD students and is often used as oppo-
nent at doctoral defenses and as a member of evaluating committees in the Nordic countries and
elsewhere. He has several years’ experience supervising research projects at the Frisch Centre and
at CSCW at Prio. He is a member of the Norwegian Academy of Science and Letters and has
served as editor of The Scandinavian Journal of Economics. Moene has also been an active com-
municator to the general public, see for instance his monthly column in the newspaper Dagens
Neringsliv, and his popular book on ‘Equality under pressure’ written for the public commission
on power and democracy together with Barth and Wallerstein.

The following researchers from the Department will be participating in the centre: Geir
Asheim, Erling Barth, Vidar Christiansen, Michael Hoel, Steinar Holden, Halvor Mehlum, Tore
Nilssen, Tone Ognedal, Asbjern Radseth, Kjetil Storesletten, Karen Helene Ulltveit-Moe (formerly
Midelfart), and Fabrizio Zilibotti . Partcipants from other Norwegian institutions are Bernt Brats-
berg, Kjell Arne Brekke, Karine Nyborg, Knut Rged, and Oddbjgrn Raaum from the Frisch Centre,
Dag Morten Dalen, Espen Moen, and Christian Riis from the Norwegian School of Management,
Alexander Cappelen, Kjell Gunnar Salvanes, and Bertil Tungodden from The Norwegian School of
Business and Administration, Gaute Torsvik from the University of Bergen, Mari Rege from the
University of Stavanger, and Ragnar Torvik from the Norwegian University of Science and Tech-
nology.

The list of international net work members of ESOP (guest researchers or adjunct profes-
sors) includes: Daron Acemuglo (MIT), Jean Marie Baland (Namur), Sam Bowles (Santa Fe Insti-
tute and University of Sienna), Rob Davies (University of Zimbabwe), Raquel Fernandez (New
York University), Miriam Golden (UCLA), Emily Haisley (Carnegie Mellon), Jonathan Heathcote
(Georgetown University), Ethan Kaplan (Stockholm University), Eliana La Ferrara (Bocconi Uni-
versity), George Loewenstein (Carnegie Mellon), Ellen McGrattan (Research Department, Federal
Reserve Bank of Minneapolis), Ted Miguel (UC Berkeley), Eva Nagypal (Northwestern), Trond
Petersen (UC Berkeley), Jim Robinson (Harvard), Asa Rosén (Stocholm University), Maria Saez-
Marti (Zurich), Virginia Sanchez Marcos (Universidad de Cantabria), Andres Solimano (CEPAL,
Chile), Erik @. Sgrensen (Mannheim), Giovanni Violante (New York University), Elisabeth Wood
(vale), and Amir Yaron (Wharton).

ESOP will be located at the Department of Economics at the University of Oslo. The Uni-
versity has committed to provide the necessary office space and all the centre's activities will take
place at the Blindern campus. Moene, Mehlum and other permanent staff at the Department will
contribute in all thematic areas securing that the project indeed becomes a concerted endeavor.

The centre will offer three-year fellowships to a total of 14 PhD students during the ten-year
period. The Department offers them a fourth year as teaching assistants. The centre will organize at
least three PhD courses per year within the core theoretical themes of the centre. Some of these will
be concentrated in time to allow for participation by short-term visiting students from Europe.

Milestones

To guide our work and to set milestones for the first five years we plan to arrange the following

yearly conferences:

1. How bright is the Nordic light? Confronting economics with the Nordic experiences -- and Nor-
dic scholars with international economists’ skepticism.

2. The Scandinavian model as a development strategy — Developing country perspectives.

3. The macroeconomics of egalitarian economies. The feasibility of combining US unemployment
with European equality. Employment flexibility versus long term employment.
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4. Explaining too much with too little? The role of fairness, reciprocity and self-interest in the po-
litical economy of welfare states and bargaining societies.

5. Scandinavia and the world economy. International tax competition, institutional convergence
and social instability.

Publication plan

The main academic outlet for our research will be articles published in high quality economics
journals. All the participants have an extensive publication record. As all the involved researchers
are already working with the centre’s topics, the dissemination work will start from day one. More-
over, it is required that PhD dissertations produced at the centre have the quality required for publi-
cation in international journals.

As the topics we study are directly relevant to an understanding of current societal and po-
litical trends, we see a large potential for popular contribution. The centre will participate actively
in the public debate and contribute with popularized publications on all the topics studied at the cen-
tre. We will strive to become a major agenda setter in important public debates. Among other
things, we will dedicate resources for assisting the centre members in popularizing their research
and reaching a wider audience.

Finally, we will organize annual conferences for politicians, government officials, and the media on
current topics related to the centre's activities.
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